
ATTACHMENT 


Suqqested Topics fo r  Item 1of 
the Pqenda fo r  Monday, Auqust 22 

1. Conceptual and presentational issues arise from recent e f fo r t s  in 

Congress-in connection with the budget process and the mnetary policy 

oversight hearings-and elsewhere to  have the Federal Reserve specifically 

declare its "objectives" fo r  nominal G", real GNP, and prices. Congress-

man Fauntroy has held hearings on a b i l l  to that  e f fec t  (with Chairman 

Volcker t es t i fy ing) ,  and t3-e process of deliberation and discussim can 

be expected to continue, with fur ther  responses from the System needed. 

a. 	 Conceptual issues 

(1) Over the longer-run, under existing and reasonably 

foreseeable conditions and given the policy tools  at  its 

disposal, how should the Federal Reserve construe 

its responsibi l i t ies  for  t h e  nation's economic objec

t ives  of reasonable price s t a b i l i t y  and econanic 

growth? If  the Federal Reserve has  a special respon

s i b i l i t y  for  the price level over time, what is an 

appropriate quantitative objective? To what degree 

should t h a t  objective be balanced against economic 

growth (is there a trade-off)? How would the longer-

run fiscal o u t l o o k  a f fec t  t h e  stance and objectives 

of mnetary policy over time? 

(2 )  Over the shorter-run, and taking account of 

experience of the past decade, how should policy adapt 

to possible trade-offs between, for  example, economic 

growth and price s t a b i l i t y ,  i n  l i gh t  of exogenous 

shocks (such as the o i l  price increases), the stage 
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of the business cycle, or international concerns? 


mat, if any, trade-off do you see hetween fiscal 


and mnetary policies in the near-term? 

b. Presentational issues 

(1) Should ultimate econanic pals be given clearer 

expression in conveying FOMC policy intentions to the 

public through, say, a specific numerical statement 

of objectives (with respect to prices or nominal 

or real GNP) over an extended period--e.g. 5 years? 

( 2 )  Or should expressions about ultimate economic 

goals continue to be limited to general qualitative 

statements,with numerical specifications for 

"projections" only a year or two ahead. 

2. Possible procedural improvements in the flow of economic information 

might ha considered as part of a continuing effort to make the meetings 

as productive as possible and also in the context of sharpening, if 

needed, consideration of longer-run issues as they interact with and 

shape current policy. 

a. 	 Should there be a specialmeeting devoted exclusively to 


long-run structural considerations--e.g. productivity trends, 


fiscal policy outlook, changes in financial structure-and 


how they affect possibilities of real growth, price stability, 


and mnetary and credit targeting over an extended time 


horizon. 


b. How often should numerical econmic projections be updated-


every meeting, less frequently (with mre qualitative assess


ments substituted)-and what should be the forecast horizon? 
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c. 	 Should presentations to the FOMC include, at least on occa


sion, forecasts or qualitative assessments from alternative 


sources? 




Notes for F.O.M.C. Meeting

August 23, 1983 


Sam. Y. Cross 


Since your last meeting the dollar has experienced a very 

sharp rise and fall, leaving it now only slightly higher on balance 

against most foreign currencies than it was five weeks ago. Against 

the German mark, whose exchange rates were the most volatile, the 

dollar rose almost 6 percent to a 9 1/2-year high of DM2.7440 before 

falling sharply within the last two weeks to end with a net gain of 

just 1 percent. 

The dollar's rise accelerated in the second half of July as 

fresh evidence of the strength of the U . S .  economic recovery--seen 

in marked contrast with relatively weak performances 

abroad--heightened anticipation that growing private credit demands 

would soon clash with the financing needs of the U.S. government and 

force dollar interest rates higher. As U.S. domestic markets 

prepared to absorb the Treasury's large quarterly refinancing, 

uncertainties about the extent of expected interest-rate rises were 

transmitted to the increasingly nervous foreign exchange markets. 

Publicized reports about the payments difficulties of Brazil and 

other sovereign borrowers also contributed to anxieties over the 

implications of higher interest rates and prompted some buying of 

dollars as a safe asset. 
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Agains t  t h i s  background, t h e  d o l l a r  r a t c h e t e d  upward- in  

u n s e t t l e d  t r a d i n g ,  meeting l e s s  r e s i s t a n c e  a s  it passed impor tan t  

benchmarks t h a t  it had n o t  been a b l e  t o  s u s t a i n  before .  When t h e  

d o l l a r  broke through t h e  psycho log ica l ly  impor tan t  l e v e l  of DM2.60, 

many c o r p o r a t e  t r e a s u r e r s  a p p a r e n t l y  moved t o  cover d o l l a r  needs 

t h a t  t h e y  had postponed and t h i s  added t o  t h e  d o l l a r ' s  upward 

momentum. Major market  makers became less w i l l i n g  t o  perform t h e i r  

normal p o s i t i o n i n g  f u n c t i o n  caus ing  t h e  market t o  l o s e  r e s i l i e n c y  

and t o  become s u b j e c t  t o  s h a r p  r a t e  movements. I n  t h e s e  

c i rcumstances ,  t h e  U.S. a u t h o r i t i e s  e n t e r e d  t h e  market i n  

coord ina t ion  w i t h  f o r e i g n  c e n t r a l  banks t o  r e s t o r e  o r d e r l y  t r a 6 i n g  

c o n d i t i o n s .  I n  t h e s e  concer ted  o p e r a t i o n s  f o r e i g n  c e n t r a l  banks 

so ld  $2 .4  b i l l i o n ,  wh i l e  we s o l d  a t o t a l  o f  $254.1 m i l l i o n  of which 

$182.6 m i l l i o n  was a g a i n s t  German marks and $ 7 1 . 5  m i l l i o n  a g a i n s t  

Japanese yen. Our o p e r a t i o n s  were conducted,  on fou r  t r a d i n g  days ,  

a t  times when t h e  d o l l a r  began r i s i n g  s h a r p l y  dur ing  U.S. t r a d i n g  

hours ,  and were sha red  e q u a l l y  between t h e  Treasury and t h e  F e d e r a l  

Reserve.  

The i n t e r v e n t i o n  s t a r t e d  a t  a t i m e  when c o n d i t i o n s  were 

d e t e r i o r a t i n g  and markets  were becoming p r o g r e s s i v e l y  more 

d i s o r d e r l y ,  I t  succeeded i n  cush ion ing  t h e  d o l l a r ' s  r i s e , a n d  

t r a d i n g  became more s e t t l e d  i n  t h e  e a r l y  days  of August. B u t  t h e  

d o l l a r  moved h ighe r  a g a i n  a f t e r  s t a t emen t s  by German o f f i c i a l s  were 

i n t e r p r e t e d  t o  mean t h a t  t h e  German a u t h o r i t i e s  would n o t  r a i s e  

i n t e r e s t  r a t e s  t o  p r o t e c t  t h e i r  cur rency ,  an a c t i o n  which many had 

come t o  expect. Afte r  c o n s u l t a t i o n  wi th  Bundesbank o f f i c i a l s  t h e  

U . S .  a u t h o r i t i e s  dec ided  n o t  t o  in t e rvene .  
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After hitting its highs on August 11, the dollar reversed 

course at the same time that prices in the domestic bond market 

began to turn up again, in response to a reversal of market 

sentiment and expectations about a further rise in U.S. interest 

rates. With many exchange market professionals once again 

positioned the wrong way, the dollar's movement quickly acquired 

momentum, and at its lowest point last week, the dollar had fallen 

in terms of the German mark by about 5 percent in as many trading 

days. 

These experiences have left several impressions on 

participants in the foreign exchange markets. One is that central 

bank intervention in the present environment is not likely to stop a 

strong rise in the d o l l a r  or, for that matter, its fall. In part, 

this is a healthy recognition by traders that the central banks are, 

as they have often said, prepared to intervene mainly to counter 

disorder in the markets and will not often try to resist fundamental 

trends in exchange rates. Another impression is that monetary 

authorities in the major European countries are willing to accept 

some depreciation of their currencies vis-a-vis the dollar, rather 

than jeopardize what they view as still tentative recoveries in 

their own economies by following U.S. interest rates upward. The 

absence of immediate fear of inflationary consequences, in view of 

weak domestic demand in these countries and relatively restrained 


commodity price increases, has contributed to this attitude, which 


has become much clearer to people in the market following recent 


official statements and actions in Germany, Switzerland and the 


United Kingdom. 




Following t h e  v o l a t i l e  movements of exchange r a t e s  i n  t h e  

p a s t  s e v e r a l  w e e k s ,  market p a r t i c i p a n t s  are s t i l l  t r y i n g  t o  assess 

t h e i r  i m p l i c a t i o n s  and t h e  out look f o r  t h e  f u t u r e .  The recent f a l l  

of t h e  d o l l a r  s u g g e s t s  t h a t  there  may not  temuch s u p p o r t  f o r  it a t  

t h e  h ighe r  l e v e l s .  B u t  t h e  fundamental  causes of t h e  r e c e n t  moves 

remain l i t t l e  changed, and views abou t  t h e  f u t u r e  cour se  of i n t e r e s t  

r a t e s  a r e  s t i l l  u n c e r t a i n .  Thus t h e  c o n d i t i o n s  under ly ing  recent 

exchange r a t e  v o l a t i l i t y  have n o t  d i sappeared  and t h e  p o s s i b i l i t y  

cannot  be excluded t h a t  we w i l l  have more ep i sodes  of s imi la r  

character. Indeed i t  i s  n o t  much of an  exagge ra t ion  t o  s a y  t h a t ,  

a s i d e  from s i g n i f i c a n t  changes i n  market e x p e c t a t i o n s  abou t  i n t e r e s t  

r a t e  p r o s p e c t s ,  a lmost  no th ing  r e a l l y  happened t o  cause  t h e  d o l l a r  

t o  r i s e  and f a l l  s o  sha rp ly .  

I n  o t h e r  o p e r a t i o n s ,  t h e  Bank of Mexico r e p a i d  on August 15  

another  $310 m i l l i o n  on the  combined $1.85 b i l l i o n  B.1.S.-U.S. 

c r e d i t  f a c i l i t y ,  us ing  t h e  proceeds of an IMF drawing. Half of t h i s  

amount was p a i d  t o  t h e  U.S. a u t h o r i t i e s ,  $54.25 m i l l i o n  on t h e  

s p e c i a l  F e d e r a l  Reserve swap l i n e  and $100.75 m i l l i o n  t o  t h e  

U.S. Treasury.  The remaining $1.2 b i l l i o n  of  t h e  e n t i r e  f a c i l i t y  i s  

being r e p a i d  on schedu le ,  August 23, i n  par t  u s i n g  monies which t h e  

Mexican c e n t r a l  bank had placed on d e p o s i t  w i t h  t h e  B.I.S. ear l ier .  

T h i s  f i n a l  payment t o  t h e  U.S. a u t h o r i t i e s  comprises  $395.3 m i l l i o n  

t o  t h e  U.S. Treasu ry  and 5214.8 m i l l i o n  t o  t h e  F e d e r a l  Reserve. The 

B.I.S. f a c i l i t y  is now f u l l y  p a i d  o f f  and c l o s e d  o u t ,  and of course  

t h e  r e g u l a r  F e d e r a l  Reserve swap of $700 m i l l i o n  was p a i d  o f f  

e a r l i e r .  
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On July 26 the U.S. Treasury paid off the last of its 

foreign-currency denominated securities, or  Carter bonds, amounting 

to $607.3 million equivalent of German marks. The Treasury used 

marks warehoused with the Federal Reserve to cover this repayment, 

thereby eliminating all balances warehoused for the Treasury. 

F.O.M.C. Recommendations 


There are no outstanding swap commitments that will fall 

due in the period September 3, 1983 through October 14, 1983, which 

includes the first 10 days following the next scheduled meeting on 

October 4 ,  1983. 



PETER D. STERNLIGHT 


NOTES FOR FOMC MEETING 


AUGUST 22-23, 1983 


Domestic Desk opera t ions  s ince  the  J u l y  meeting O f  

t h e  Committee have aimed t o  achieve the s l i g h t ,  f u r t h e r  i nc rease  

i n  r e s t r a i n t  on bank reserve pos i t ions  agreed on a t  t h a t  meeting. 

Market sent iment  tended t o  r e in fo rce  t h e  Desk's s tance ,  r eac t ing  

t o  news o f  f u r t h e r  s t r e n g t h  i n  the economy, heavy Treasury cash 

needs,  and cont inuing  above-path growth i n  M 1 .  I n  t h i s  s e t t i n g ,  

i n t e r e s t  rates r o s e  appreciably through much of t h e  per iod,  

reaching a peak around August 8 t o  1 0  when market confidence 

w a s  a t  a p a r t i c u l a r l y  l o w  ebb. Since then, information 

sugges t ing  a more moderate pace of economic expansion, abatement 

of money supply growth and a pause i n  the  Fed's move toward 

r e s t r a i n t  encouraged a no tab le  brightening i n  market atmosphere, 

and most of the earlier r a t e  increase was reversed. 

The M2 and M3 measures turned out  weaker than expected 

i n  Ju ly ,  a t  annual  r a t e s -o f  about 6 1/4  and 5 percent--each 

somewhat under t h e  8 1/2 and 8 percent paths  f o r  June t o  September 

sought  by t h e  Commit tee .  The weakness was m o s t  pronounced i n  

t h e  non-M1 components of t hese  broader measures, w h i l e  M 1  growth 

of about 9 pe rcen t  somewhat exceeded t h e  ind ica t ed  June-September 

pace  of 7 pe rcen t .  Early August da t a  suggest a slowdown i n  M 1  

from the  July rate, probably accompanied by some pick-up i n  t h e  

broader  money measures. 

Typical ly ,  the Desk aimed f o r  weekly nonborrowed 

r e se rve  levels  c o n s i s t e n t  w i t h  adjustment and seasonal  borrowing 

of $700 million and excess reserves of $350 million. I n  p r a c t i c e ,  
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borrowing l e v e l s  somewhat exceeded t h e  ob jec t ive ,  averaging a 

l i t t l e  over $900 mi l l ion ,  while average excess reserves s l i g h t l y  

exceeded $400 mil l ion.  I n  addi t ion  t o  the  s l i g h t l y  higher-than-

expected demand f o r  excess reserves, the  r e l a t i v e l y  h igh  borrowing 

l eve l s  r e f l e c t e d  a tendency for banks t o  use  the window f a i r l y  

heav i ly  i n  the eaxly p a r t  of  most statement weeks. Moreover, 

even though the Desk moved t o  meet pro jec ted  reserve needs fa i r ly  

f u l l y  and promptly, t h e r e  w a s  a tendency for reserve factors t o  

f a l l  s h o r t  of estimates more o f t en  than not. On a couple o f  

end-of-week occasions,  t h e  subs t an t i a l  borrowing e a r l y  i n  t h e  

week w a s  a factor l ead ing  t h e  Desk t o  be con ten t  with nonborrowed 

reserves somewhat s h o r t  o f  path. 

Against  t h i s  background typ ica l  Federal funds t r a d i n g  

rates worked up from around 9 1/8-1/4 percent jus t  before  the 

l a s t  meeting t o  about 9 5/8 percent  or a l i t t l e  over i n  the 

l a s t  two  f u l l  s ta tement  weeks. I n  t h e  c u r r e n t  week, the rate 

has edged o f f  t o  about 9 1 /2  percent.  

Attainment of reserve  objec t ives  gene ra l ly  c a l l e d  for 

t h e  Desk t o  supply reserves over the  period. The System bought 

about $2.1 b i l l i o n  of b i l l s  ou t r igh t  from fo re ign  accounts,  

p a r t i c u l a r l y  i n  t h e  lat ter p a r t  of t he  per iod.  In  p a r t ,  the 

s i z a b l e  a v a i l a b i l i t y  of b i l l s  from those accounts r e f l e c t e d  

t h e  currency support  ope ra t ions  undertaken by several fo re ign  

c e n t r a l  banks, Reserves were a l so  supplied temporar i ly  through 

System repurchase agreements on a couple of days and a pass-

through of foreign account repurchase o rde r s  on numerous 

occasions.  
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Market i n t e r e s t  r a t e s  followed a see-saw course  over 

the period, wi th  a modest n e t  rise on balgnce. Sentiment w a s  

cautious t o  gloomy much of t he  t i m e ,  and indeed seemed t o  reach 

p a r t i c u l a r  depths s h o r t l y  a f t e r  the Treasury 's  large refunding 

auctions i n  e a r l y  August. A t  t h a t  po in t ,  rates on Treasury 

coupon i s sues  had moved up sharp ly  i n  t h e  preceding couple of 

weeks, but  i nves to r s  had l i t t le  appetite f o r  t h e  securities 

t h a t  t he  d e a l e r s  had j u s t  bought i n  s u b s t a n t i a l  s i z e .  Fac tors  

weighing on sentiment included t h e  s t rong  bus iness  news, the 

information t h a t  M 1  was pushing 8bove i ts  newly de f ined  and 

' l ibera l ized"  monitoring range, a sense t h a t  t h e  Desk w a s  a t  

least  t o l e r a t i n g  and perhaps encouraging cont inued f i rming,  

and no t  least the shee r  s i z e  of t h e  Treasury i s s u e s  themselves. 

Pronouncements of well-known market commentators p r e d i c t i n g  

higher r a t e s  ahead re inforced  inves to r  de te rmina t ion  t o  s t a y  

on t h e  s i d e l i n e s .  

The mood changed i n  t h e  second week o f  August from 

abject despa i r  t o  r e l i e f  and even a b i t  of cau t ious  e l a t i o n .  

Rather quickly,  the high y i e lds  t h a t  had developed began t o  

look q u i t e  a t t r a c t i v e .  N e w s  of t h e  f l a t t e n i n g  i n  re ta i l  s a l e s  

i n  June and July was a s i g n i f i c a n t  psychological  p l u s ,  soon 

reinforced by smaller-than-expected inc reases  in money supply 

and a sense t h a t  the System w a s  conten t  no t  to  p r e s s  for f i rmer  

conditions for t h e  t i m e  being. From August 10  t o  20, t h e  market 

recovered most of t h e  p r i c e  dec l ines  of t h e  preceding few weeks. 

Long-term Treasury bonds rose  a n e t  of about 20 b a s i s  p o i n t s  

Over the pe r iod ,  b u t  had been up as much as 75 basis p o i n t s  
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around August 8-10. The Treasury's new refunding i s s u e s ,  which 

had a l l  been t rading below i s s u e  p r i ce  a few days a f t e r  t h e  

record s i z e d  auctions on August 2-4, commanded premiums of 1 t o  

4 points by t h e  end of the  period. The Treasury raised most of 

its n e t  new cash during the  period i n  the  coupon market--$13 

b i l l i on  o u t  of $lR 1 /2  b i l l i o n ,  t he  balance being raised i n  b i l l s .  

On balance, b i l l  rates rose qui te  modestly over t he  

period, with declines i n  t h e  last couple of weeks nearly o f f s e t t i n g  

the increases through e a r l y  August. Yesterday, 3- and 6-month 

b i l l s  were auctioned a t  about 9.18 and 9.29 percent compared 

with 9 .07  and 9.26 percent j u s t  before the  l a s t  meeting. Other 

short-term rates showed only s m a l l  net  increases  over t h e  period, 

although major banks ra i sed  their prime rate-1/2 percent t o  11 

percent on August 8 ,  a t  a t i m e  when market rates were temporarily 

a t  a peak. The retreat of rates on CDs and o ther  short-term 

bank funding costs s ince then has lessened t h e  pressure f o r  a 

f u r t h e r  rise i n  t h e  prime rate which had looked l i k e  a good b e t  

e a r l i e r  t h i s  month. 

Corporate bond y i e l d s  showed s imilar  increases  t o  

intermediate- and long-term Treasury i s s u e s ,  even though 

corporate issuance was on the l i g h t  side.  Tax-exempts also had 

comparable increases  i n  moderate ac t iv i ty ,  with housing r e l a t ed  

i s sues  e spec ia l ly  i n  evidence. The tax-exempt market has 

continued t o  be selective i n  i t s  response t o  the  WPPSS defaul t .  

The WPPSS issues themselves have been severely impacted and 

trade errat ical ly  i n  a speculat ive market. Other Washington 

State  issuers have had t o  pay somewhat more fo r  t h e i r  borrowings 
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j u s t  because of t h e i r  locat ion,  b u t  the tax-exempt market i n  

general seems l i t t l e  affected.  

Returning f o r  a moment to  the c u r r e n t  s t a t e  of market 

confidence and expectations on  the r a t e  outlook, there  now seems 

to  be a rough balance and a trading range tha t  could p e r s i s t  fo r  

a while. Dealers and investors are cautious, but  r a t e s  climbed 

high enough so t h a t  some investors have found them a t t r ac t ive .  

Market seers seem t o  be p re t ty  w e l l  divided. There a re  those 

who s t i l l  an t i c ipa t e  fur ther  significant rate advances as 

pr ivate  credi t  demands i n  an expanding economy bump against  

a voracious Treasury  appetite.  But others are convinced t h a t  

rates a re  l i k e l y  t o  head down--pointing i n  some cases t o  

factors  l i k e  lvu in f l a t ion  and probable moderation of bus iness  

gains, o r  i n  other instances t o  the recently slower growth i n  

various reserve measures. This is  what makes markets. 

Final ly ,  I ' d  l i k e  t o  report t h a t  the Desk recent ly  

began t rading w i t h  two dealers  that  had been on our primary 

dealer report ing l ist  f o r  a considerable time--Cracker National 

Bank and Refco Partners. W e  are  also on t h e  verge of adding 

another dea ler  t o  the primary dealer reporting list--Manufacturers 

Hanover Trus t .  That w i l l  bring the number of reporting dealers 

back t o  thir ty-s ix .  



James L. Kichl ine  
August 23, 1983 

FOMC BRIEFING 

The information now a v a i l a b l e  on t h e  economy p o i n t s  

c l e a r l y  t o  a s u b s t a n t i a l  f u r t h e r  rise of real GNP t h i s  q u a r t e r .  

Employment and output rose  s t r o n g l y  i n  J u l y  fol lowing t h e  sizable 

monthly ga ins  i n  t h e  preceding f e w  months, and f i n a l  sales 

gene ra l ly  have been w e l l  maintained. The s t a f f ' s  f o r e c a s t  e n t a i l s  

an i n c r e a s e  of real GNP of about  8 percent  annual rate t h i s  

q u a r t e r ,  followed by 5 percen t  i n  t he  f o u r t h  q u a r t e r  and around 4 

percent  i n  t h e  q u a r t e r s  of 1984. This i s  not  much d i f f e r e n t  i n  

p a t t e r n  from t h e  s t a f f  p r o j e c t i o n  presented a t  t h e  l a s t  meeting of 

t h e  Committee, a l though t h e  l e v e l s  of a c t i v i t y  are h igher  through-

o u t  t h e  f o r e c a s t  owing t o  t h e  upward r e v i s i o n s  t o  l as t  q u a r t e r  and 

t h i s  q u a r t e r .  

The slowing of a c t i v i t y  t h i s  f a l l  and win te r  p ro jec t ed  by 

t h e  S t a f f  is a t t r i b u t a b l e  i n  p a r t  t o  t h e  expected inf luence  of 

inventory  investment.  T h e  s h i f t  t o  only a small inventory d e c l i n e  

i n  t h e  second q u a r t e r  fol lowing a massive run-off i n  t h e  preceding 

q u a r t e r  con t r ibu ted  appreciably t o  measured growth, and t h i s  

q u a r t e r  a f u r t h e r  swing t o  moderate accumulation of i n v e n t o r i e s  

a l s o  should boost  real GNP; t h e  d a t a  f o r  J u l y  sugges t  ou tpu t  was 

g r e a t e r  t h a n  sales. However, t h e  level of borrowing costs, 

prospects of l imi t ed  price inc reases ,  and s h o r t  d e l i v e r y  times 

a l l  provide inc?n t ives  t o  c o n s t r a i n  inventory growth. The 
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s ta f f  f o r e c a s t  a l lows �or  stocks t o  rise i n  l i n e  w i t h  sales which 

means t h a t  the  k ick  from inven to r i e s  wanes la ter  th i s  year  and 

e s p e c i a l l y  i n  1984. 

A much more important  element t han  inven to r i e s  i n  r e c e n t  

and prospec t ive  developments is t h e  behavior of consumers. During 

the  second q u a r t e r ,  consumer spending rose a t  t h e  except ional  and 

unsus ta inable  rate of n e a r l y  1 0  percent  i n  real terms. A good 

deal of the  spending i n c r e a s e  occurred i n  Apr i l  and May, w i t h  

retail sales excluding au tos  changing l i t t l e  i n  June and Ju ly .  

Auto sales, however, have continued t o  move h igher  even though 

dealer sales i n c e n t i v e s  appear t o  be diminishing. W e  expect 

consumer spending t o  cont inue t o  be supported by s t rong  ga ins  i n  

employment and income i n  t h e  near  term, a s  w e l l  as by the nea r ly  

$30  b i l l i o n  t a x  c u t  t h a t  took effect  l as t  month. But one 

c o n s t r a i n t  on spending inc reases  is  by the  h i s t o r i c a l l y  low 4 

p e r c e n t  personal  saving ra te  l a s t  q u a r t e r .  The f o r e c a s t  con ta ins  

a l i t t l e  i n c r e a s e  i n  t ha t  saving rate over  the balance of t h i s  

yea r ,  w i t h  consumer spending next  year  t r ack ing  ga ins  i n  

d i sposable  income. 

I n  the housing s e c t o r  t h e r e  i s  accumulating evidence of a 

slowdown i n  t h e  making given t h e  h ighe r  l e v e l  of mortgage rates 

p r e v a i l i n g  i n  t h e  market. Although the c e i l i n g  rate on 

FHA-insured mortgages was reduced 112 percentage p o i n t  e f f e c t i v e  

today,  t he  ra te  i s  s t i l l  above t h a t  a t  the time of our previous 
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f o r e c a s t  and convent ional  rates are h ighe r  as  w e l l .  Housing 

s tar ts  i n  J u l y  were about unchanged from t h e  month earlier,  wi th  

s i n g l e  family s tar ts  down for t h e  second consecut ive month while 

t h e  o f t e n  lagging multi-family starts continued t o  rise. 

Q u a l i t a t i v e  r e p o r t s  p o i n t  t o  an apprec i ab le  reduct ion  r e c e n t l y  i n  

mortgage loan  a p p l i c a t i o n s ,  an increase i n  c o n t r a c t  c a n c e l l a t i o n s ,  

and b u i l d e r  concerns about sales t h a t  w e  expect  t o  show through i n  

lower housing starts over  t h e  balance of t h e  year.  The f o r e c a s t  

has some growth i n  t h e  housing s e c t o r  nex t  year  c o n s i s t e n t  w i th  

t h e  p ro jec t ed  downward d r i f t  i n  long-term i n t e r e s t  rates. 

Business f i x e d  investment still seems poised f o r  f u r t h e r  

apprec i ab le  expansion and should provide some impetus t o  o v e r a l l  

economic growth, e s p e c i a l l y  nex t  year .  Orders for producers 

du rab le  equipment look good on average and w e  fo re see  a continued 

s t rengthening  of o u t l a y s  f o r  equipment; a t  t h e  same t i m e  the worst 

of t h e  drag from t h e  energy sector seems t o  be about behind us  

while  t h e  d e c l i n e s  i n  t h e  nonres iden t i a l  bu i ld ing  a r e a  a r e  

expected t o  have run  t h e i r  course  soon. 

For both t h e  government and n e t  expor t  areas t h e r e  i s  

l i t t l e  new t o  r e p o r t  and w e  have not  made s i g n i f i c a n t  changes t o  

t h e  f o r e c a s t .  

On t h e  price s i d e  of t h e  f o r e c a s t  w e  have added a few 

t e n t h s  t o  p ro jec t ed  i n f l a t i o n  rates f o r  both t h i s  year  and next .  

There were two main f a c t o r s  behind t h e  upward r e v i s i o n ,  one be ing  
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t h e  h ighe r  l e v e l  of a c t i v i t y  and t h u s  reduced s lack  i n  t h e  

f o r e c a s t  and the  o t h e r  being t h e  d e t e r i o r a t i o n  i n  the farm sector. 

W e  are now p ro jec t ing  food p r i c e  inc reases  of a l i t t l e  more t h a n  7 

p e r c e n t  next  year ,  b u t  it could g e t  worse depending on the 

weather. 

F i n a l l y ,  I might  no te  t h a t  t h e  C P I  f o r  J u l y  was re l eased  

t h i s  morning. It shows an  increase  of 4.8 percent for all items 

and 6.7 percent f o r  all items excluding food and energy . 
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The s t ra teg ic  decision a t  t h i s  meeting about whether any further 

adjus-nt is needed on the degree of r e s t r a in t  on bank reserves-and i f  

so i n  what direction-can be evaluated from the narrow perspective of the 

behavior of the  monetary aggregates during the June-to-September short-

term targeting period or from a broader and longer t i m e  perspective look

ing i n t o  the fourth quarter and beyond. 

Tendencies of the aggregates thlls f a r  t h i s  quarter in  rebtion 

to t h e i r  short-term targets do not s e e m  to suggest the  need for any parti

c u l a r  or s igni f icant  adjustment i n  pressure on bank reserve positions. 

If the hulk of weight is to be placed on M2 and M3 i n  t h a t  evaluation, 

there  is indeed some argument f o r  a s l i g h t  lessening i n  the degree of 

reserve pressure. These agregates have been running below the i r  short-run 

t a r g e t  paths, but t ha t  m y  be the  r e s u l t  of special fac tors  (e.g., t he  

enlarged ava i lab i l i ty  of U.S. Government balances a s  a source of funds  t o  

banks l a s t  month) t ha t  diminished fo r  a the the aggressiveness with 

which banks offered managed liabilities. M2 and M3 are expected to grow 

mre rapidly over the weeks imnediately ahead, though to  date  the data 

appear to be lagging our expectations. On the other hand, M 1  growth has 

remained a shade a b v e  its short-run path,  though t h e  growth r a t e  does 

s e e m  t o  be abating further as best can be judged f r an  ear ly  August data. 

Given the usual range of error around projections of the  aggregates, 



-2-

there appears to  be no c a p e l l i n g  technical reason to  adjust t h e  three 

nunth specifications contained in  the last directive,  even though the 

blue b3ok does show minor adjustments i n  relationships among the aggregates 

based on present trends. 

I should note i n  t h i s  context t ha t  grcwth in  the inccmk? velocity 

of M l  does a t  last seem to have turned positive, though remaining relative

l y  low as compared with earlier cycl ical  experience in  the second and 

apparently also i n  the current quarter--and is expected to remain low in the 

fourth quarter along with a projected &ration in  GNP grcwth. There 

has teen, incidentally,  a more rapid and cyclically " n o m l "  growth i n  

the velocity of old M1A--currency and demand deposits--thus far in the 

expansion phase of the current business cycle. Through the f i rs t  three 

quarters of the current expansion i n  econanic act ivi ty ,  grcwth in  MIA 

velocity has been only a b i t  lower than the average of f i v e  postwar 

expansions (excluding the  expansion beginning in  QIV 1949, still influenced 

by stored up l iqu id i ty  f ran  World War 11, and the one beginning i n  9111 

1980, distorted by the introduction of NOW accounts on a nationwide 

basis) .  Velocity growth i n  the current cycle has been largest  i n  the 

second and th i rd  quarters, when s h i f t s  out of demand deposits to FplDAs 

and Super NOWs were not l ikely to have been a dis tor t ing factor on M 1  

growth. It is hard to cane to any firm conclusion about policy Wli

cations from those fac ts ,  but they might suggest that the present Ml does 

contain savings e l e m n t s  t h a t  drag down its velocity growth and that the 

relationship between pure transactions nuney and the economy is not 

radical ly  d i f fe ren t  f ran  earlier periods. 
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Any need for a change i n  r e s t r a in t  on reserve positions over 

the next f e w  weeks would seem to depend a t  t h i s  tirre less on recent  

behavior of the aggregates and expectations over the very near-term 

than on an assessment of future behavior looking in to  the fourth quarter 

and beyond. We have projected, judgmntally, sane l i t t le further rise 

of interest rates i n t o  the fourth quarter, consistent with the CWP 

projection, followed by a tendency f o r  r a t e s  to decline i n  1984. This 

rise is not inconsistent with d e l s  I 've  looked at-from the Ekard and 

fmReserve Bank economists-though two of the equations clo suggest a 

larger  rise of i n t e re s t  rates than we have projected ju-ntally would be 

needed to  r e s t r a in  M 1  to within the  5 to 9 per cent long-run path for  the 

second half  of this year, given the s t a f f ' s  G!W forecast. On the other 

hand, a l l  those mdels f m  which an M2 estimate can  be derived suggest 

l i t t le trouble i n  h i t t i ng  M2 at  around current i n t e re s t  ra tes .  

Looking even fur ther  ahead, in to  the year 1984, our projections 

indicate a tendency f o r  nominal i n t e re s t  r a t e s  to decline, not rise further-

which m y  seem a b i t  surprising, given ( a )  the continuing growth of real 

GNP a t  a r a t e  not very d i f fe ren t  from tha t  evident i n  the second year of 

earlier expansions, (b)  the f a i l u r e  of t h e  federal  budget to turn less 

expansive as the economic recovery cont inues,  and (c) a p r e s m d  increase 

i n  the e x p c t e d  real return on capital on t he  pa r t  of businesses i n  face 

of the strong increase i n  consumer demnd f o r  t he i r  products (which 

should make business will ing to borrow at higher real and preslrmahly 

therefore high nominal rates). Nonetheless, there are several  reasons 

for  ant ic ipat ing sane decline i n  nominal i n t e re s t  r a t e s  next  year, both 

short- and long-term. 
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F i r s t ,  our projection of inf la t ion remains qui te  moderate 

and is on the low side of current forecasters; i f  our projection turns out, 

long-run inf la t ion  expectations in  the market may diminish again (they 

my have recently r i sen  as the e m a n y  strengthened), d rag ing  naninal 

in te res t  rates down with them. f4oreoverI a mderate price rise w i l l  work 

to keep the growth i n  nan ina l  incane within a range that might be canfort

ably financed by the  Cornnittee's mney targets,  and thus keep upard  

pressure off short-term rates. 

Second, our projection does call f o r  a marked deceleration 

i n  consumer spending next year, which m y  af fec t  perceived needs for  

new capacity and hold down any increase i n  the expected real return fmn 

business investment i n  plant and e q u i p n t .  Under the circumstances, 

businesses might not  be prepared to borrow a t  higher real, and by hpli

cation, nominal rates than now. 

And th i rd ,  we continue to  expect a large, indeed increasing, 

net inf low of cap i t a l  from abroad to  supplement domstic savings and per

m i t  expansion of real purchases by domestic sectors i n  excess of the 

na t ion ' s  output--which works a t  least  to dampen upward pressures on in te res t  

rates. 

There are obvious r i s k s  t ha t  a l l  three reasons fo r  expecting 

naninal rates to decline next year m y  not work out. For instance, the  

budget could be even mre expansive. And a change in  the attitudes of 

foreign investors should not be neglected as a possibil i ty.  I f  foreigners 

should became less will ing to supply their savings to  u s - e i t h e r  k c a u s e  

econcmies expand more than expected abroad or because there is sinply not 

much cap i t a l  left abroad that w i l l  mve for safe  haven reasons-this could 
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well place upward pressure on our interest rates.  One route would be 

through the upward.impact on our dcmestic price level of what could then 

be a very substant ia l  depreciation of the dollar. Another route would be 

i f  a diminished U.S. current account d e f i c i t  here-spurred, say, by greater 

econcanic growth abroad-was not accompanied by a concomitant increase in  

the  propensity to save by U.S. m s t i c  sectors t o  permit the darestic 

investment and the budget deficit consistent with projected real GNP 

growth to be financed a t  around the a s s m d  in te res t  rates. 

These brief comnents on broader influences on the longer-run 

outlook fo r  interest rates together with the sanewhat uncertain inter

pretation of and prospects for  money (not to rention GNP) over the n e a r  

term a l l  seem to  suggest, not very dramatically, a cautious or "wait and 

see" approach to mnetary  p l i c y  over the near term. 


